India-Sri Lanka signed free trade agreement (FTA) in 1998. Looking at the success of the agreement both the countries engaged themselves in negotiating a 'Comprehensive Economic Partnership Agreement' (CEPA), which include trade, investment, and technology transfer etc. The CEPA negotiation was initiated in 2005 and concluded in July 2008, after thirteen rounds of negotiations. CEPA comprise of four objectives; widening and deepening of the existing FTA, establishing an agreement on trade in services, including measures for promotion of investment in each other's countries and enhancing economic cooperation. Both sides had decided to sign the CEPA during the 15th SAARC Summit held in Colombo but due to reservations expressed by Government of Sri Lanka, the agreement has still not been signed. Reservations were based on two broad concerns: about the nature of the CEPA itself and that the drawbacks in the FTA should be dealt with first, prior to embarking on a CEPA. It is important to note that CEPA has made attempts to address both the issues. The paper analyses the positive and negative views about the current trade dynamics between these two countries and their possible implication in post CEPA period. The article also analyses various clauses imbibed in the agreement for services and investment issues.
Introduction
India and Sri Lanka, being neighbours, wanted to engage themselves in much deeper cooperation process in recent times. As SAARC has been experiencing relatively a slow progress, both the countries were interested to harness the in each other's countries and enhancing economic cooperation. Both sides had decided to sign the CEPA during the 15th SAARC Summit held in Colombo but due to reservations expressed by Government of Sri Lanka, the agreement has still not been signed. Perhaps, the business community is still not clear about the gains and losses to be accrued due to CEPA. This requires more in depth study on the issue.
Trade Dynamics in Goods Sector
Sri Lanka embarked on a path of comprehensive economic policy reforms as early as 1977, becoming the first country in South Asia to adopt the exportdriven growth strategies. The main objective was to give the economy an outward orientation for better integration with the rest of the world. Indian economy, on the other hand liberalized partially in 1980. Following the macroeconomic crisis in 1991 the Indian trade policy underwent reforms and the focus was shifted to -liberalization, openness, transparency and globalization. As a result of this gradual opening up of both the economies trade in goods between India and Sri Lanka picked up significantly.
As is noted from Table 1 In the post-FTA period India has taken a lead over Japan with respect to share in Sri Lanka's global import of goods. In 1999, India's share was 9.5% in Sri Lanka's total goods imports and it was the second largest importer after Japan. Similarly, in products like rubber, plastic etc Sri Lanka has positive endowment effect and India must receive the gain by removing them from negative list. In the model, if we allow technology to flow, the gain increases further. This implies, once we agree to a free trade agreement and allow FDI to come in with technology, production systems become further efficient reducing the relative price. However, this paper also identifies RoO, NTBs, poor port infrastructure, cumbersome custom procedure etc. as the major area which are restricting the gains from trade.
CEPA Negotiation and Trade in Goods
In the goods sector, CEPA negotiation targeted to reduce negative list of both the countries so that India and Sri Lanka receive additional market access. Under standards that deal with barriers to trade. Sri Lanka will benefit in exportable products like ayurvedic products, fish and fishery products, coffee, tea and spices, edible fruits and nuts, vegetable fats and oils, all kinds of animal and animal products, plant and products of plant origin, etc. The CEPA also allows for sector specific MRAs in future to cover industry sectors. Currently, it is at the nascent stage and is not fully covered. Rules of Origin (RoO) were also a major bone of contention under ISLFTA as experienced by India and Sri Lanka. Under CEPA, it has been proposed to relax the RoO criteria of 346 products. Sri Lanka will be more competitive in Indian market due to this in sectors such as jewellery, machineries, furniture, electrical appliances, agri-processed items etc.
More simplified guidelines have been given to ease the issuance of certificate of origin for the goods entitled for CEPA. CEPA has also explored the possibility addressing the grievances through biannual meetings at the level of Commerce Secretaries and an annual meeting at the level of commerce ministers to deal with the complaints and pending issues. In case of continued problem, CEPA will make attempts for independent adjudication of disputes and provide for a separate dispute resolution mechanism that will stipulate in detail the rules and procedures for arbitration in case of disputes.
Services Trade between India and Sri Lanka
The initial phase of the cooperation between India and Sri Lanka focused on It is expected that the agreement in services are going to be beneficial for both the countries. Sri Lanka will not only be able to access Indian market but also will be able to source investment and skilled labour to fill up the gap in its own country in several sectors. For India, the agreement assures suitable investment in Sri Lanka 4 .
Issues in Investment
Indian investment into Sri Lanka has increased significantly since the FTA came into operation, major reason being the ability to re-export to India while benefiting from lower tariffs on raw materials in Sri Lanka. proposes for an MOU on Harmonisation of Ayurvedic medicines which is expected to enable both countries to cooperate in traditional system of medicines. Several studies identifies that Indian investment in Sri Lanka helps domestic entrepreneurs to develop JVs with Indian players for exploring market access possibility in other countries through efficient production system and exploiting economies of scale.
Epilogue

Concerns for domestic market
Negotiations of the CEPA began in 2005, and were completed in three years. The CEPA Agreement framework was scheduled to be signed in July 2008. But due to reservations expressed by local industrialists as well as a political party in Sri Lanka, the CEPA was not signed. It has gone into uncertainty since then.
Reservations were based on 2 broad concerns: about the nature of the CEPA itself and that the drawbacks in the FTA should be dealt with first, prior to embarking on a CEPA. It is important to note that CEPA has made attempts to address both the issues. Sri Lanka's negative list is much bigger than India and its offer in service sector is also quite restrictive and scope for Indian personnel working in Sri Lanka in large scale is really limited. Hence, CEPA has taken care of the economic asymmetry between these two countries. Also, several concerns on FTAs have been addressed while negotiating CEPA for three years. Issues related to custom clearance, transparency, relaxation and simplification of RoO, simpler guideline for issuance of certificate of origin, standardization SPS, dispute settlement etc. have been discussed during the negotiation and definite steps have been proposed in CEPA. Actually, the CEPA was negotiated with the very objective of addressing the shortcomings in the FTA and it also provides a proper platform to put up the grievances to the highest authority in both the countries. Hence, as an agreement, CEPA covers all aspects of concerns as highlighted by local industrialists in Sri Lanka.
Opportunity in Indian market
It has been mentioned in the article that if CEPA is not implemented Sri Lanka will continue to have limited market access in India through agreements like ISLFTA, SAFTA and APTA. Meanwhile, India has opened markets to other countries (such as ASEAN members, Korea Rep. etc) and is actively engaged in negotiation with some other countries (such as EU, Japan) also. Delaying implementation of CEPA implies Sri Lanka's lost opportunity in Indian market. In the absence of progress in regional frameworks such as SAFTA, and slowing down of WTO discussion, the best option available to Sri Lanka is a bilateral framework within a rule-based disciplinary structure. Through CEPA, India provides a guaranteed access to Indian market which is identified as one of the fastest growing emerging economies. Sri Lanka's own domestic market is small and entrepreneurs will never be able to achieve economies of scale unless it is integrated with bigger markets. India provides that opportunity being a neighbouring country. Whether there is CEPA or not, trade between these two nations is bound to increase and CEPA will provide an extra advantage to Sri Lankan businessmen.
Sri Lanka has very concentrated export basket. ISLFTA has provided an opportunity to diversify its exports. As Indian economy is growing fast, wages and other cost of production are bound to increase. Sri Lankan goods in medium term will find their ways in Indian market. Several production bases will shift to Sri Lanka for exporting back to India. In this context we can refer the outsourcing of manufacturing goods in USA from small Caribbean islands. CEPA will perhaps lead similar kind of integration between India and Sri Lanka through 'production network' both in manufacturing and services sectors. According to Senanayake 9 economic literature describes that small countries tend to gain when they get access to big country markets mainly on two counts.
They will be able to derive benefits of economies of scale as their own market size is small and they will be able to take advantage of the relative price differential. Investment liberalization through CEPA will help Sri Lanka to get FDI and technology for setting up modern plants, factories and service providing offices. The output will definitely cross the border as size of the domestic economy is small. Hence, CEPA will play the role of a catalyst in diversifying Sri Lanka's export basket eventually.
